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Mr. Chairman, for the record, my name is Steve Alleman. I reside in Anchorage and I am an employee of Phillips Petroleum Company. I am speaking to you today within the capacity of my current assignment as Commercial Manager for the Alaska North Slope LNG Project. Thank you for this opportunity to testify.

In presentations to the House Oil and Gas Committee this last February 27th and then to the Senate Resource Committee on April 7th, the Alaska North Slope LNG Sponsor Group indicated that it is in the midst of its Stage 2 activities that are scheduled for completion by the end of this year.  Though most of those activities are still works in progress, I would like to briefly overview the ongoing LNG effort to this new committee.

The Sponsor Group began working in October of 1998 to try to make an Alaskan LNG project economically viable and cost competitive in the market.  Phillips Petroleum Company, BP Exploration Alaska, Inc., Foothills Pipe Lines, Ltd. and Marubeni Corporation are the current and ongoing sponsors in this LNG effort.

From the very beginning, we have maintained a strong market focus.  Most of our sponsors have personnel living and working in East Asia.  We have longstanding LNG market relationships that allow us insight into what the marketplace is saying.  

For example, early in Stage 1, we challenged the conventional wisdom that an Alaskan LNG project has to be sized at 14 or more million tons per year.  Our market evaluation indicated that we needed a smaller project to give us the best chance of getting a toehold in this fiercely competitive LNG market place.  

So the focus of the Stage 1 technical work was to innovatively redesign a smaller, market entry project where costs could be deferred and overall risks reduced and yet still be expandable later as demand grows. The result was a 7-8 million tons per year design, which we currently estimate would cost about $5 billion without ships.  This market entry project is the basis for our point forward work.  

Returning to the market, through our personnel in East Asia, we are quite aware that the East Asian market is very interested in Alaska LNG. There is no myth or mystery about the positives that the market sees in LNG from Alaska.  But we are also very aware that this is only part of the story.  The more crucial question is:  Under what conditions would the market move from interest in Alaska LNG to commitment to purchase?

There is significant East Asian LNG competition in the form of potential and in-progress, large expansions and new grass roots LNG plants. As we detailed in presentations during the session, there are 60-80 million tons per year of potential LNG projects fiercely competing for 20-40 million tons of East Asian LNG demand that is projected to be needed by the end of the decade.

Unfortunately, Alaska is not yet cost competitive with the majority of those other LNG projects on a unit cost basis.  Further, we cannot yet demonstrate an economically attractive capital pay back project with assumptions that are reasonably salable to the market or to investors.  This all comes back to Alaska’s unique competitive disadvantage: an 800-mile, gas pipeline to tidewater.

As to where we are today, the LNG Sponsor Group is in the last half of its Stage 2, work program.  In Stage 2, we are using the Stage 1 market entry project design and working on primarily commercial, but also technical ways to reduce costs and risks.  We expect to complete these deliverables on schedule, by the end of this year, and within our three million-dollar budget.

These efforts include continued engineering design and cost optimizations that have already identified over $400 million of additional capital cost reductions in this Stage.  

The LNG Sponsor Group is currently evaluating synergy around sharing facilities with a southern route, lower 48 pipeline.  There are cost saving opportunities in the gas treating plant and in the pipeline transportation and compression from Prudhoe to the takeoff point.  

We should always keep in mind that while sharing infrastructure will reduce costs, it will not eliminate them. Costs for treating and transporting would be realized as either capital or as fees.  We are in the middle of that evaluation, but intuitively, we don’t expect sharing alone to eliminate the competitive disadvantage of the pipeline.

We mentioned during session that we have already looked into the potential value of a joint public/private entity in Stage 2 and have found no compelling advantage to such a joint project at this time.  We have communicated this as part of ongoing discussions with the Gasline Port Authority, expressing to them in part, that any benefits passed to private enterprise will be taxable. 

Further, public borrowing rates are unlikely to offset a private entity’s potential tax deduction of interest and depreciation.  We hasten to point out that this does not preclude a public entity from developing a competitive project on its own.

Also ongoing is an evaluation of key risks and mitigation strategies for this project. While this work is not finished, there have been no big surprises to date.  Risk items such as price, price and cost escalation, cost overruns and other expected risk factors that are typical for any project of this magnitude, are also very much a part of this LNG project.

While much of our Stage 1 focus was on East Asian markets, we are currently exploring the potential for alternate markets in the lower 48 and Mexico.  That effort is also in mid-cycle review and is on schedule for timely completion.  We expect to find that the California/Mexico market is subject to the same market forces and that all other gas sources, including LNG import projects, will do their part to make this market fiercely competitive.

With this California/Mexico market focus, we have not forgotten about the East Asian marketplace in our Stage 2 efforts.  Marubeni continues to staff our Market Liaison Office out of Tokyo to gather feedback and to respond to market questions.  We are also in the process of analyzing other competing LNG projects into East Asia and how those projects are estimated to compare to our efforts on a cost of service basis.  That evaluation is on schedule for completion by the end of the year.

However, as we presented during session, Alaskan LNG has a long way to go to be cost competitive on a unit cost basis into E. Asia, primarily because of the 400 to 800-mile, buried arctic pipeline. The industry benchmark for capital cost per million tons per year - or annum (MTPA), excluding ships, is reportedly around $250 million per MTPA.  Because of the pipeline, unit costs for our Alaska LNG stand-alone project are above $600 million per MTPA.

Finally, an externally generated environmental assessment for permitting the Nikiski route is nearing completion.  Once that work is done, we will develop an overall permitting strategy for expeditiously moving forward with either the Nikiski or Anderson Bay route and site, if market conditions and cost competitiveness improve to the point of initiating a project.  While that external work has slipped about a month behind our original estimated schedule, it is still expected to be complete prior to the end of Stage 2

Hopefully this overview has given you a flavor for our past and ongoing efforts within the LNG Sponsor Group.  As stated, we fully expect to complete our Stage 2 work on time and within budget before the end of this year.  Once we have all of our results, we will then be in a much better position to determine what, of any, next steps make the most sense for LNG.

Thank you, Mr. Chairman and members of the Committee, for the opportunity to provide this overview of our ongoing work.  

